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The Administration of Standards and 
Their Flow Through the 
Various Accounts 


By 
GOLDSBOROUGH ROBINSON, 
Humphrey, Robinson & Co., 
Louisville, Kentucky 


The National Association of Cost Accountants 
does not stand sponsor for views expressed by 
the writers of articles issued as Publications. 
The object of the Official Publications of the 
Association is to place before the members 
ideas which it is hoped may prove interesting 
and suggestive. The articles wili cover a wide 
range of subjects and present many different 
viewpoints. It is not intended that they shall 
reflect the particular ideas of any individual 
or group. Constructive comments on any of 
the Publications will be welcome. 


Additional copies of this Publication may be 
obtained from the office of the secretary. The 
price to members is twenty-five cents per copy 
and to non-members seventy-five cenis per copy. 
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EDITORIAL DEPARTMENT NOTE 


One of the problems that arises in the proper use of 
a system of budgetary control is the preparation of satis- 
factory information so that executives interested in the 
progress of the business can have some means of com- 
paring actual and budgeted results. Too frequently it is 
assumed that once a budgetary control system is put in 
it is a simple job to compare actual with budgets to 
bring out significant relationships. These relationships 
are sometimes buried quite deeply beneath the surface that 
is evident from simple statements of variation. It takes 
thorough analysis and painstaking study to bring out these 
relationships and a thorough knowledge of the executive 
point of view to present them in such a way that they 
can be studied and some action taken concerning them. 


Our paper this time deals with the question of isolating 
various factors that cause variation and from such isola- 
tion to bring out the reason to the variation as applied to 
all of the separate causes that might arise. 


Mr. Goldsborough Robinson, the author of this paper, 
is a graduate in electrical engineering of the Rose Poly- 
technic Institute. He served as a Second Lieutenant in 
the Signal Reserve Corps until the end of the late war. 
His subsequent practice of electrical engineering was brief 
and he entered the accounting field in 1920 as a cost ac- 
countant and systems designer of the Mengel Body Com- 
pany of Louisville, Ky. His belief in the need of an en- 
gineering point of view in accounting led him to the pub- 
lic accounting field in 1922 as a partner in the firm of 
Humphrey Robinson & Company, and Bank Examiners 
for the Louisville Clearing House Association of Louis- 
ville, Ky. Since that time, Mr. Robinson has been en- 
gaged in designing standard sg and budget systems in 
a professional capacity. He has been a member of the 
N. A. C. A. since 1921. He was an organizer and the 
Vice-President of the Louisville Sag” His paper was 
delivered before that chapter in May, 1930. 
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THE ADMINISTRATION OF STANDARDS, AND 
THEIR FLOW THROUGH THE VARIOUS 
ACCOUNTS 


AS I interpret the subject assigned to me, it amounts to a dis- 

cussion of the principles which underlie the monthly com- 
parison between standard and actual figures. For, in my opinion, 
the flow of standards through the various accounts is intended to 
show up the inevitable variations between actual and standard, and 
the reasons for such variations. It is not my intention to devote 
the evening to a long-winded exposition of the glory of standard 
costs and budgetary control in the abstract. I take it for granted 
that all of you gentlemen who are sacrificing your evening are 
already sold on the virtues of standard costs and budgets ; other- 
wise you would not be here. You, as forward looking accountants, 
realize that it is necessary to give your executives something more 
than past history. And if you are expected to give something more 
than past history in your accounting reports, it is only natural 
to assume that your first step forward will be in the direction of 
budgetary control. 

Past sessions have already dealt with the preparation of the 
budget and the setting of the standards. Therefore, let us come 
quickly to this matter of subsequent comparison of actual against 
standard or actual against budget. 

At the outset, we may as well make a distinction between stand- 
ards and budgets. For my own convenience, I define a standard 
as a figure expressing what should be; and a budget as a figure 
expressing that which probably will be. If we look at business 
from a practical viewpoint, it follows that there may be a consid- 
erable amount of difference between what “should be” and what 
“will be”. Standards of cost certainly reflect the costs which 
should be in the future; but it does not necessarily follow that the 
organization will attain its standards in the coming year, particu- 
larly in the early stages of a standard cost installation. Therefore, 
let us set our standard costs, and, if judgment dictates, add an 
allowance to the standards to bring them into line with what we 
really think will happen in the future, and call the results of the 
calculation “budgets”. The budgets of cost and income, when 
combined into one statement, give an idea of the probable 
profits to be attained in every month of the budget period. 

As each month of the budget period comes to an end, common 
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sense requires that a rational comparison between actual and 
budget for that month be made. Since the theory underlying 
budget variation statements is admittedly difficult, we shall do well 
to depart from the realm of abstract theory and instead get down 
to cases. To me, the best method of presentation is a considera- 
tion of a typical manufacturing organization, with sample state- 
ments, sample figures, and concrete illustrations of the theory in- 
volved. 

Consider the N. A. C. A. Manufacturing Co., makers of a 
standardized article having fifty sizes and styles. The Company 
quotes a list price on each article, selling its jobbers at a discount 
of 40% and its retailers at a discount of 10%. The accounting 
personnel of the Company, in collaboration with its sales and pro- 
duction executives, had already made a budget of sales costs and 
profits, month by month, for the entire calendar year 1930. No 
accounting difficulties were encountered in making this budget, 
since, after all, the calculations performed upon the budget figures 
were no more difficult than the calculations customarily employed 
in the treatment of actual past figures. 


VARIATIONS BETWEEN ACTUAL AND BUDGETED PROFIT, 
MONTH OF JANUARY, 1930—Schedule 1 


Budget Actual Variation 
D E 
30,000 24,000  6,000* 
Less Cost of Goods Sold: 
Opening Inventory ......... 23,900 26,028 2,128* 
270 280 10* 
70 83 13* 
50 45 5 
510 650 140* 
510 406 104 
490 381 109 
1,000 830 170 
2,000 1,707 293 
500 376 124 
Grey Iron Castings Used ... 2,100 1,917 183 
Less Closing Inventory ..... 11,400 13,772 2,372 
Cost of Goods Sold .......... 20,000 18,931 
Less Selling Expense ....... 3,500 2,800 700 
6,500 2,269 4,231* 


* Decrease of actual under budget. 
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All of the officials of the N. A. C. A. Co. realized that almost all 
of the virtue of the budget would be lost unless monthly compari- 
sons of actual and budget were made. The first attempt to com- 
pare budget against actual was made for the month of January, 
1930, and is shown on Schedule 1, on the preceding page. 

If you will refer to Schedule 1, you will see that it is a very 
simple statement, consisting of a comparison of budget and actual 
for January. Variations were obtained by subtraction. The 
budgeted profit for January was $6,500, but the actual profit was 
only $2,269; the total variation between budgeted and actual profit 
was $4,231, red, indicating a very unfavorable result. 

Column E on Schedule 1 purports to show the analysis of the 
variations between actual and budget, all of which add up to the 
final variation figure of $4,231. The sales and production execu- 
tives of the N. A. C. A. Co., standing somewhat in awe of the re- 
puted complexity of budget variation statements, had previously 
requested that a!l of their budget variation statements be prepared 
in as simple as possible a form. But these same sales and produc- 
tion executives, in reading Schedule 1, displayed a degree of in- 
telligence which, coming from such untutored accounting minds, 
was surprising. The sales manager denied that he was responsible 
for a $6,000 loss of potential profits, as was indicated by actual 
sales of $24,000 against budgeted sales of $30,000. He contended 
that in failing to sell the budgeted volume of sales, he had lost for 
the Company only the probable gross profit on the deficiency in 
sales, and his argument seemed reasonable. 

The production manager was amused by the comparison between 
actual and budgeted production costs. He noted that the variation 
on most items of production costs was favorable. He knew quite 
well that his volume of goods produced during January was only 
about two-thirds of the budgeted volume, and that the alleged 
favorable performance of his shop was more apparent than real. 
He also wondered how the comparison between actual and budget 
would have appeared if the volume of production had been much 
greater than budget, instead of less. He therefore expressed the 
opinion that the variation statement might be taken more seriously 
if some adjustment of the budgets of variable costs were made to 
compensate for the variation between budgeted and actual volume 
of production. 
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Therefore, the sales and production officials, in conference as- 
sembled, opined that the variations in Column E on Schedule 1 
were about as meaningless as one might expect from an accounting 
department, and that the statement, as requested, was indeed 
simple, in every sense of the word. 

The comptroller of the Company was somewhat shocked by this 
denunciation of his maiden effort toward comparing actual with 
budget. He went into conference with himself for some days, 
and indulged in some heavy thought. He finally emerged with a 
statement like Schedule 2, which, happily, provoked the first words 
of encouragement and compliment that he, a long suffering ac- 
countant, had ever received. Schedule 2 showed clearly the 
reasons why the budgeted profit of $6,500 for January was not 
attained. It too was a simple statement, compressed upon one 
sheet of letter paper, but it showed the real reasons for the loss 
of $4,231 worth of potential profit. The variation due to volume 
of sales stated merely the lost gross profit and destroyed the sales 


VARIATIONS BETWEEN ACTUAL AND BUDGETED PROFIT, 
MONTH OF JANUARY, 1930—Schedule 2 
Variation Due to 


900* 
Unit Costs of Goods Sold: 
$ 10* 
5 
140* 
207* 
24 
700 
4,231* 


* Indicates decrease of actual under budget. 
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manager’s previous objection. The variation due to sales variety, 
being favorable, indicated that the sales had contained a larger 
proportion of the long profit sizes and styles than had been con- 
templated in the original sales budget. The variation due to job- 
ber-retailer proportions showed clearly that sales effort had been 
directed too much to the jobber market with its 40% discount from 
list. While it was true that the Company had minimized its sales- 
men’s calls, and had thereby accomplished a $700 favorable varia- 
tion in its total selling expense, the $2,100 loss of income loomed 
large beside the $700 saving in selling expense. 

The $900 variation due to selling prices was caused by friendly 
concessions extended to certain favored customers. Consequent to 
the President’s caustic remarks concerning this $900 loss, the sales 
manager resolved that the Company’s much vaunted “one price to 
all” policy should hereafter become a fact rather than a fable. 

The variations shown by Schedule 2 with reference to the unit 
costs of goods sold were not so amusing to the production man- 
ager. Upon inquiry, he found that the original budgets for vari- 
ous production costs had properly been revised downward, because 
the actual volume of goods produced was less than the budgeted 
volume. 

The message conveyed by Schedule 2 was short and to the point, 
and left no room for argument. A reading of it rendered the 
various operating executives sadder but wiser men. The imposing 
array of red figures on Schedule 2, for the month of January im- 
pressed upon each operating executive a healthy attitude of humility 
and each one filed away the statement with a wholsome intention 
to reform. The numerous violations of the budget had provoked 
so many withering and personal remarks from the President him- 
self, that each operating executive became convinced that Hell 
hath no fury like a budget scorned. Time and space do not per- 
mit our consideration of the subsequent issues of Schedule 2 for 
February, March and April; suffice to say that the lesson taught 
by the January issue had its effect, and that the inexcusable pre- 
ponderence of red was never again repeated. 

The variation statement of Schedule 2 was not worked out after 
a few minutes’ study. Such a set of variation figures cannot be 
worked out without a clear understanding of certain underlying 
principles of standard costs and budgetary control. 


489 


| 
> 
| 


619-614 


November 15, 1930 


2 
nN © 


NN 
ARAAA km & 


A 
jo 


N. A. C. A. Bulletin 


#8Z61 OOL'bZ 
$29°9 
L161 002'T 
004, 
*SIS T 002 
I8¢ eve 002 
90% 002 
SS0'T $ 004 
*02Z 
0s9 
SP 
£8 
+01 08z $ 
H 9 a a 
4809) yury 
Tenpy 
payeapng iV 
jenpy 


€ ‘AUVANV( AO HLNOW ‘SLSOD ANOLIVA NI SNOILVIMVA 


QI Buisojy ssa] 
Te ZU ‘suqeq Asoyusaauy 
006'€Z 
00s*Z SI peonp 
SHUL) JO SOD [BIOL 
sZurzsey uosy 
000°Z pesp sstig 
499417 
:uapang ajqpiav 4 
A 0} anp 
042 $ OOOT woud [ 
qd a 
ywy Aynuen~) ainseayy 
soy HUQ 
paspng sy peespng 
paye3png 


‘LAAHS 


490 


aS 
rsc 


November 15, 1930 — N. A. C. A. Bulletin 


Schedule 3 shows how all of the variations in factory costs were 
computed. The standard cost of each article manufactured by the 
Company was expressed in terms of factory burden, direct pay- 
roll, brass, steel, and gray iron castings. All standard costs used 
in the preparation of the budget had been adjusted to conform to 
current variations in the market prices of raw materials, and a 
certain amount of inefficiency which was expected in the shop be- 
cause of the youth of the system. Since the shop was small, bur- 
den was applied as a uniform percent of direct payroll. 

On Schedule 3, Columns B, C and D relate to the original budget 
for the month of January. The amounts in Column D for direct 
pay roll and direct materials were obtained by multiplying the 
budgeted quantities of each article to be produced in January by 
the respective budgeted unit costs for each article. The amounts 
in Column D for the various items of factory burden were each 
divided by the budgeted amount of direct pay roll. The results 
were set down in Column B, and show that the total factory bur- 
den was budgeted to be $1.90 for each dollar of budgeted direct 
pay roll, and was divided among the various elements of factory 
burden in the manner shown in Column B. 

After the month of January had elapsed, the actual quantities of 
each article produced during January were multiplied by the 
budgeted unit costs, and the resulting figures of direct pay roll 
and direct materials were entered in Column F. Column F rep- 
resents, for January, the actual production at budgeted unit costs. 
Column F differs from the original figures in Column D because 
the actual volume of production for January was less than the 
budgeted volume of production. If direct labor can be taken as 
a rough measure of production volume, then the statement indi- 
cates that actual production for January was only about 70% of 
the budgeted volume, as was contended by the production manager. 

Depreciation, insurance, taxes and supervision are treated as 
fixed charges, which are not expected to vary up and down in pro- 
portion to the volume of production. It does not follow that these 
fixed charges should be 30% less than budget because the produc- 
tion was 30% less than budget. Therefore, the only fair com- 
parisons to be made in the case of these fixed charges are obtained 
by subtraction of Column G from Column D. 

All of the other items of factory cost, from power to gray iron 
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castings, are considered as variables, and are expected to vary up 
and down in direct proportion to the volume of production. In 
the case of all such variable production costs, the comparison be- 
tween actual and budget must be made by subtracting Column G 
from Column F, not from Column D. The principal fallacy in 
Schedule 1, the first variation statement submitted, was due to the 
fact that it compared Column G with Column D, taking no account 
of the fact that volume of production was much less than that 
budgeted. 

Return for a moment to the variations in the fixed charges, de- 
preciation, etc. Surely we must grant the logic of showing varia- 
tions in these items by subtracting Column G from Column D, or 
by comparing the actual costs with the original predetermined 
budget for January. But let me remind you that every production 
variation statement must finally boil down to a comparison between 
actual and actual production at budgeted unit costs, not between 
actual and original budget. Therefore, we must compute actual 
production at budgeted unit costs even for the fixed burden. This 
we do on line 7, multiplying $700 by $.90, and setting down $630 
as Item F7. The total variation in the fixed burden is really $630, 
Item F7, minus $1,058, Item G7, or $428 red. This total variation 
is then split into two parts, $158, Item H5, and $270, Item H6. 

We all know that fixed charges may increase in effect for two 
entirely different reasons, namely : 

(a) Due to increase in fixed expenditures. 
(b) Due to decrease in volume of production. 

Now the variation in the fixed expenditures is all shown as $158, 
Item H5. It therefore follows that the $270 variation, Item H6, 
represents the loss suffered by the Company due to lack of vol- 
ume of production. It is nothing more than our old friend, “un- 
absorbed burden”. If it had happened that volume of production 
in January had been greater than budgeted volume, then the $270 
red variation, Item H6, would have become a black figure, repre- 
senting the burden over-absorbed by reason of production volume 
being greater than budget. 

On Line 15, the total cost of units produced during January is 
expressed in terms of budgeted unit costs and actual unit costs in 
Columns F and G respectively. To Line 15 is added the opening 
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inventory of work-in-process and finished goods on Line 16, re- 
sulting in the total inventory debits for the month shown on Line 
17. The total inventory debits are likewise expressed in terms of 
budgeted unit costs and actual unit costs in Columns F and G 
respectively. 

Item F 19 represents the actual units of each article shipped, 
multiplied by its respective budget unit cost. Subtraction of the 
actual units sold at budgeted unit costs from Item F 17 determines 
the closing inventory at budgeted unit costs, Item F 18. 

But the actual cost values of the shipments and of the closing 
inventory as shown in Items G 18 and G 1g have not yet been 
determined. But, the ratio of actual to budget for the total in- 
ventory debits as obtained by dividing Item G 17 by F 17, is 
110%. If we then multiply Items F 18 and F 19 by 110%, we 
obtain fairly reasonable valuations of the closing inventory and 
shipments at actual cost, and set the figures down as Items G 18 
and G 19. 

In reading Schedule 3, it is to be noted that Item H 16, $1,928 
red, represents the variation carried forward in the opening in- 
ventory. This variation is an inheritance from past months. 
Similarly, Item H 18, $1,252 black, represents the variation from 
budget in the closing inventory. It constitutes a variation favor- 
able to the month of January, but will constitute a variation un- 
favorable to the month of February. 

Item H 19, $1,721 red, represents the final variation in the 
profits of the Company for January due to the unit costs of the 
goods shipped. The explanation of Schedule 4, which follows, 
will show how this variation in cost of goods sold $1,721 red, is 
merged with other variations in order to explain the total varia- 
tion in net profit for the month. 

Please refer now to Schedule 4. It shows how the variations 
due to volume of sales, sales variety, etc., were computed. It 
effects a complete reconcilement betwen the budgeted profit for 
the month of $6,500 and the actual profit of $2,269. 

On Schedule 4, Lines 1 to 3 inclusive show the original budget 
for January in detail. Note that the trade discounts to jobbers 
and retailers, respectively, were budgeted at 40% and 10% of the 
list sales to each market. It is obvious that the discrepancy be- 
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tween budgeted net profit and actual net profit is due to the com- 
bined effects of a number of different causes. The variations due 
to volume of sales, sales variety, jobber-retailer proportions, etc., 
may be thought of as a number of malignant germs bent on de- 
stroying the health of the Company. It is therefore up to you 
cost accountants, you business doctors, to isolate these various 
germs one from the other, before you can decide what kind of 
medicine to prescribe for this sick business. 

The total variation in profit for the month of $4,231, red, can 
best be sifted down into its various causes by assuming that only 
one of the causes of variation exists at a time, and calculating the 
effect upon profits due to that class of variation, and then pro- 
ceeding to the next class of variation. The procedure, difficult for 
me to describe in words, may be understood by reference to the 
figures on Schedule 4. 

Line 5 shows the actual units sold at budgeted list prices, 
budgeted discount, and budgeted per cent of gross profit. The 
budgeted discount was 25% of total sales at list, and the budgeted 
per cent of gross profit was 33 1/3% of net sales. 

Now the only difference between Line 3 and Line 5 is in the 
quantity of units sold. Line 3 is based upon the budget units sold. 
Line 5 is based upon the actual units sold. In other respects, the 
figures appearing on Lines 3 and 5 are exactly alike. In Line 5, 
we have assumed that nothing has varied from the original budget 
except the volume of units sold. Therefore, Item E 4, $1,000 red, 
which is the difference between Items E 3 and E 5, can be due to 
nothing but the volume or quantity of units sold. In Line 5, we 
assumed that only one of the malignant germs was at work upon 
the operations of the Company, and calculated the damage thereby 
perpetrated as $1,000, Item E 4. 


Next, on Line 7, we computed the actual units sold at budgeted 
list prices, budgeted discount and budgeted unit costs. Line 7 
differs from Line 5 only in that the gross profit is computed on 
the basis of the budgeted unit costs of the styles and sizes actually 
shipped instead of on the basis of the per cent of gross profit, 
33 1/3%, originally contemplated by the budget. Therefore, the 
difference between Line 5 and Line 7 as shown by Item E 6, can 
be due only to the fact that the make-up of the January sales, as 
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to styles and sizes, was different from the make-up of sales orig- 
inally contemplated by the budget. 

On Line 11 we compute the actual units sold at budgeted list 
prices, budgeted discounts and budgeted unit costs. Note that the 
budgeted discounts are applied separately to the list sales to job- 
bers and retailers, instead of being applied to the list sales as a 
whole. Therefore, the difference between Line 11 and Line 7 
must be due to an upset condition in the proportions between job- 
ber and retailer list sales. 

On Line 13 is shown the actual units sold at actual list prices, 
actual discounts and budgeted unit costs. The difference between 
Line 13 and Line 11, as shown by Line 12, must be due solely to 
variations between the actual net selling prices obtained in Janu- 
ary and the net selling prices contemplated by the budget. 

On Line 15 is shown the actual units sold at actual list prices, 
actual discounts and actual unit costs. In other words, Line 15 
shows the actual gross profit attained in January. The difference 
between Line 15 and Line 13, as shown on Line 14, is due en- 
tirely to the difference between the actual unit costs and the bud- 
geted unit costs applicable to the goods sold in January. Item 
E 14, $1,721 red, agrees with the total variation figure previously 
computed on Schedule 3. 

Line 16 shows the variation in total selling expense for the 
month, and is obtained by subtraction of Item F 17 from F 3. 
This variation of $700 may be further analyzed by simple com- 
parison of the budgeted and actual details, of selling expense for 
the month. 

Line 17 ends the story, since it shows the final, actual statement 
of operations for January. Thus, by considering that only one 
cause of variation operates at a time, and by successive computa- 
tions of profit, we have finally sifted the total variation in profit, 
$4,231 red, into its various causes, and isolated the various germs 
as was desired. 

The foregoing paper naturally cannot explain all of the theory 
of variations from budget. A really exhaustive treatment of the 
subject is at the command of all of you, if you will refer to the 
writings of Mr. Charter Harrison, but I believe that we have cov- 
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ered the basic principles of the subject at least. Perhaps the prin- 
ciples which have been described seem complicated at first exami- 
nation ; but remember that the complexities and difficulties usually 
disappear after the first month of operation of a system such as 
has been described. The initial design of such a system is difficult ; 
but after the design has been completed, it can be presented in 
such a cut and dried form to the man who operates it, that the vari- 
ous variations can be developed each month with an astounding 
rapidity and ease. Don’t get the idea that the first hundred years 
of budgetary control are the hardest; rather I should say that the 
first thirty days are the hardest, and that subsequent preparation 
of the variation statements becomes fairly easy. 

These principles of variation analysis may be applied to any 
company, however small, without inviting the charge of over- 
accounting. In small companies the cost of operating such a sys- 
tem may be held down to a reasonable figure by perhaps elimi- 
nating a report on some of the less important causes of variations, 
and above all, by a thorough and painstaking design of the system 
before its installation. 

In my opinion, the above examples illustrate the necessary flow 
of standards through the various accounts. I do not advocate the 
recording of standards and budgets on the general ledger, believ- 
ing that comparison with actual can best be made by the use of 
work sheets. 

I hope that the above paragraphs may clear up some of the diffi- 
culties which you may have experienced in your consideration of 
comparisons between actual and standard; and that you will be 
convinced that standard costs and variations hold no terrors for 
any man who is patient enough to study and think. 
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